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person) that is not a small business or
small organization.

The Commission estimates there are
approximately eight broker-dealers that
performed a customer reserve
computation pursuant to Rule 15¢3-3
and were “small” for the purposes of
Rule 0-10.224

5. Reporting, Recordkeeping, and Other
Compliance Requirements

These proposed amendments would
(1) revise the definition of “free credit
balances” in Rule 15¢3-3 to include
funds in a portfolio margin account
relating to certain futures and futures
options positions and the market value
of futures options as of the filing date in
a SIPA proceeding, and (2) add a debit
line item to the customer reserve
formula in Rule 15¢3-3a consisting of
margin posted by a broker-dealer to a
futures clearing agency.

6. Duplicative, Overlapping or
Conflicting Federal Rules

We believe that there are no Federal
rules that duplicate, overlap or conflict
with the proposed amendments.

7. Significant Alternatives

Pursuant to Section 3(a) of the
RFA,225 the Commission must consider
certain types of alternatives, including
(1) the establishment of differing
compliance or reporting requirements or
timetables that take into account the
resources available to small entities, (2)
the clarification, consolidation, or
simplification of compliance and
reporting requirements under the rule
for small entities, (3) the use of
performance rather than design
standards, and (4) an exemption from
coverage of the rule, or any part thereof,
for small entities.

Given the negligible impact this
amendment would have on small
entities, we do not believe it is
necessary or appropriate to establish
different compliance or reporting
requirements or timetables; clarify,
consolidate, or simplify compliance and
reporting requirements under the rule
for small entities; or exempt small
entities from coverage of the rule, or any
part thereof.

The Commission also does not believe
that it is necessary to consider whether
small entities should be permitted to
use performance rather than design
standards to comply with the proposed
amendments as the amendments already
propose performance standards and do
not dictate for entities of any size any

224 This estimate is based on FOCUS Report
filings.
2255 U.S.C. 603(c).

particular design standards (e.g.,
technology) that must be employed to
achieve the objectives of the proposed
amendments.

8. Request for Comments

We encourage the submission of
comments to any aspect of this portion
of the IRFA. Comments should specify
costs of compliance with the proposed
amendment and suggest alternatives
that would accomplish the objective of
the proposed amendments.

C. Securities Lending, Borrowing, and
Repurchase/Reverse Repurchase
Amendments

1. Reasons

In 2001, MJK Clearing, a broker-dealer
with a substantial number of customer
accounts, failed when it could not meet
its securities lending obligations. This
failure has highlighted the risks
associated with securities lending and
the economically similar repurchase
and reverse repurchase agreements and
the need to manage those risks.

2. Objectives

These proposed amendments are
intended to strengthen the
documentation controls broker-dealers
employ to manage their securities
lending and borrowing and securities
repurchase and reverse repurchase
activities and to enhance regulatory
monitoring. The intended result of the
amendments is to minimize the risk that
a firm would fail as a result of
inadequate controls over its securities
lending and borrowing securities
repurchase and reverse repurchase
activities.

3. Legal Basis

Pursuant to the Exchange Act and,
particularly, Sections 15 and 17 thereof,
15 U.S.C. 780 and 78q.

4. Small Entities Subject to the Rule

Paragraph (c)(1) of Rule 0-10 226 states
that the term ““small business” or “small
organization,” when referring to a
broker-dealer, means a broker or dealer
that had total capital (net worth plus
subordinated liabilities) of less than
$500,000 on the date in the prior fiscal
year as of which its audited financial
statements were prepared pursuant to
Rule 17a-5(d);227 and is not affiliated
with any person (other than a natural
person) that is not a small business or
small organization.

The Commission estimates that none
of the broker-dealers that engage in
securities lending and borrowing or

22617 CFR 240.0-10(c)(1).
22717 CFR 240.17a-5(d).

securities repurchase and reverse
repurchase activity are “small” for the
purposes Rule 0-10.228 Therefore, the
proposed amendments should not
impact on “small”” broker-dealers.

5. Reporting, Recordkeeping, and Other
Compliance Requirements

These proposed amendments would
require broker-dealers to (1) disclose the
principals and obtain certain
agreements from the principals in a
transaction where they provide
settlement services in order to be
considered an agent (as opposed to a
principal) for the purposes of the net
capital rule, and (2) provide notice to
the Commission and other regulatory
authorities if the broker-dealer’s
securities lending or repo activity
reaches a certain threshold or,
alternatively, provide regulatory
authorities with a monthly report of the
broker-dealer’s securities lending and
repo activity.

6. Duplicative, Overlapping or
Conflicting Federal Rules

We believe that there are no Federal
rules that duplicate, overlap or conflict
with the proposed amendments.

7. Significant Alternatives

Pursuant to Section 3(a) of the
RFA,229 the Commission must consider
certain types of alternatives, including
(1) the establishment of differing
compliance or reporting requirements or
timetables that take into account the
resources available to small entities, (2)
the clarification, consolidation, or
simplification of compliance and
reporting requirements under the rule
for small entities, (3) the use of
performance rather than design
standards, and (4) an exemption from
coverage of the rule, or any part thereof,
for small entities.

As noted above, we estimate that this
proposed amendment would have no
impact on small entities. Thus, we do
not believe it is necessary or appropriate
to establish different compliance or
reporting requirements or timetables;
clarify, consolidate, or simplify
compliance and reporting requirements
under the rule for small entities; use
performance rather than design
standards, or any part thereof.

The Commission also does not believe
that it is necessary to consider whether
small entities should be permitted to
use performance rather than design
standards to comply with the proposed
amendments as the amendments already

228 This estimate is based on FOCUS Report
filings.
2295 U.S.C. 603(c).
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propose performance standards and do
not dictate for entities of any size any
particular design standards (e.g.,
technology) that must be employed to
achieve the objectives of the proposed
amendments.

8. Request for Comments

We encourage the submission of
comments to any aspect of this portion
of the IRFA. Comments should specify
costs of compliance with the proposed
amendment and suggest alternatives
that would accomplish the objective of
the proposed amendments.

D. Documentation of Risk Management
Procedures

1. Reasons

Requiring certain large broker-dealers
to document their risk management
procedures would assist firms in
ensuring adherence to their established
risk controls and regulators in reviewing
the controls.

2. Objectives

These proposed amendments are
intended to strengthen the controls
certain large broker-dealers employ to
manage risk. The intended result of
these proposed amendments is to lower
systemic risk in the securities industry
by enhancing risk management.

3. Legal Basis

Pursuant to the Exchange Act and,
particularly, Sections 15 and 17 thereof,
15 U.S.C. 780 and 78q.

4. Small Entities Subject to the Rule

Paragraph (c)(1) of Rule 0—10 23° states
that the term “small business” or “small
organization,” when referring to a
broker-dealer, means a broker or dealer
that had total capital (net worth plus
subordinated liabilities) of less than
$500,000 on the date in the prior fiscal
year as of which its audited financial
statements were prepared pursuant to
Rule 17a-5(d); 231 and is not affiliated
with any person (other than a natural
person) that is not a small business or
small organization.

The Commission estimates that none
of the broker-dealers that would be
subject to this proposed amendment
would be “small” for the purposes Rule
0-10.232 Therefore, these amendments
should not have any impact on “small”
broker-dealers.

23017 CFR 240.0-10(c)(1).

23117 CFR 240.17a-5(d).

232 This estimate is based on FOCUS Report
filings.

5. Reporting, Recordkeeping, and Other
Compliance Requirements

These proposed amendments would
require broker-dealers to document any
controls, procedures and guidelines
they use for managing risk. The
proposed amendments do not require
broker-dealers to implement procedures.
Rather, they require the documentation
of any procedures that are being used.

6. Duplicative, Overlapping or
Conflicting Federal Rules

We believe that there are no federal
rules that duplicate, overlap or conflict
with the proposed amendments.

7. Significant Alternatives

Pursuant to section 3(a) of the RFA,233
the Commission must consider certain
types of alternatives, including (1) the
establishment of differing compliance or
reporting requirements or timetables
that take into account the resources
available to small entities, (2) the
clarification, consolidation, or
simplification of compliance and
reporting requirements under the rule
for small entities, (3) the use of
performance rather than design
standards, and (4) an exemption from
coverage of the rule, or any part thereof,
for small entities.

As noted above, these proposed
amendments would have no impact on
“small” broker-dealers. Thus, we do not
believe it is necessary or appropriate to
establish different compliance or
reporting requirements or timetables;
clarify, consolidate, or simplify
compliance and reporting requirements
under the rule for small entities; or
exempt small entities from coverage of
the rule, or any part thereof.

The Commission also does not believe
that it is necessary to consider whether
small entities should be permitted to
use performance rather than design
standards to comply with the proposed
amendments as the amendments already
propose performance standards and do
not dictate for entities of any size any
particular design standards (e.g.,
technology) that must be employed to
achieve the objectives of the proposed
amendments.

8. Request for Comments

We encourage the submission of
comments to any aspect of this portion
of the IRFA. Comments should specify
costs of compliance with the proposed
amendment and suggest alternatives
that would accomplish the objective of
the proposed amendments.

2335 U.S.C. 603(c).

E. Amendments to the Net Capital Rule

1. Limitations on Withdrawal of Capital,
Solvency, Expense Sharing, Temporary
Capital and Fidelity Bond Deductions

i. Reasons

Some broker-dealers have excluded
from their regulatory financial reports
certain liabilities that have been shifted
to third-parties that lack the resources—
independent of the assets and revenue
of the broker-dealer—to pay the
liabilities or have utilized infusions of
temporary capital. These practices
obscure the true financial condition of
the broker-dealer and, thereby, impede
the ability of regulators to take proactive
steps to reduce the harm to customers,
counterparties and clearing agencies
that may result from the broker-dealer’s
failure.

Currently, broker-dealers are required
to take net capital charges pursuant to
self-regulatory organization rules
relating to fidelity bond deductions, but
Rule 15¢3-1 does not explicitly
incorporate such charges for purposes of
computing net capital.

In the past several years, a number of
broker-dealers have sought to obtain
protection under the bankruptcy laws
while still engaging in a securities
business. Permitting an insolvent
broker-dealer to continue to transact a
securities business endangers its
customers and counterparties and
places clearance organizations at risk.

An important goal of the Commission
is to protect the financial integrity of the
broker-dealer so that if the firm must
liquidate it may do so in an orderly
fashion. Allowing a withdrawal of
capital that may jeopardize the financial
integrity of a broker-dealer exposes
customers and creditors of the broker-
dealer to unnecessary risk.

ii. Objectives
The objective of these proposed
amendments is to reduce systemic risk

to the securities industry associated
with the failure of the broker-dealer.

iii. Legal Basis
Pursuant to the Exchange Act and,

particularly, Sections 15 and 17 thereof,
15 U.S.C. 780 and 78q.

iv. Small Entities Subject to the Rule

Paragraph (c)(1) of Rule 0—10 234 states
that the term ‘“small business’ or “small
organization,” when referring to a
broker-dealer, means a broker or dealer
that had total capital (net worth plus
subordinated liabilities) of less than
$500,000 on the date in the prior fiscal
year as of which its audited financial

23417 CFR 240.0-10(c)(1).
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statements were prepared pursuant to
Rule 17a-5(d);235 and is not affiliated
with any person (other than a natural
person) that is not a small business or
small organization.

The Commission estimates that there
are approximately 915 broker-dealers
that are “small” for the purposes Rule
0-10.236 These proposed amendments
would apply to all “small” broker-
dealers in that they would be subject to
the requirements in the proposed
amendments.

v. Reporting, Recordkeeping, and Other
Compliance Requirements

The proposed amendments would
require an insolvent broker-dealer to
cease conducting a securities business
and provide the securities regulators
with notice of its insolvency. They also
would require broker-dealers to add
back certain liabilities and treat certain
capital as a liability, as well as require
broker-dealers to deduct from net
capital, with regard to fidelity bonding
requirements, the excess of any
deductible amount over the maximum
amount permitted by self-regulatory
organization rules. Finally, under the
proposed amendment to the rule on
Commission orders restricting
withdrawals of capital, a broker-dealer
subject to an order would not be
permitted to withdraw any capital.

vi. Duplicative, Overlapping or
Conflicting Federal Rules

We believe that there are no Federal
rules that duplicate, overlap or conflict
with the proposed amendments.

vii. Significant Alternatives

Pursuant to section 3(a) of the RFA,237
the Commission must consider certain
types of alternatives, including (1) the
establishment of differing compliance or
reporting requirements or timetables
that take into account the resources
available to small entities, (2) the
clarification, consolidation, or
simplification of compliance and
reporting requirements under the rule
for small entities, (3) the use of
performance rather than design
standards, and (4) an exemption from
coverage of the rule, or any part thereof,
for small entities.

Given the minimal impact these
amendments will have on small entities,
we do not believe it is necessary or
appropriate to establish different
compliance or reporting requirements or
timetables; clarify, consolidate, or

23517 CFR 240.17a-5(d).

236 This estimate is based on FOCUS Report
filings.

2375 U.S.C. 603(c).

simplify compliance and reporting
requirements under the rule for small
entities; or exempt small entities from
coverage of the rule, or any part thereof.

The Commission also does not believe
that it is necessary to consider whether
small entities should be permitted to
use performance rather than design
standards to comply with the proposed
amendments as the amendments already
propose performance standards and do
not dictate for entities of any size any
particular design standards (e.g.,
technology) that must be employed to
achieve the objectives of the proposed
amendments.

viii. Request for Comments

We encourage the submission of
comments to any aspect of this portion
of the IRFA. Comments should specify
costs of compliance with the proposed
amendment and suggest alternatives
that would accomplish the objective of
the proposed amendments.

2. Adjusted Net Capital Requirements
i. Reasons

The Commission’s experience over
the past several years in overseeing the
capital requirements of broker-dealers
indicates that certain capital charges
may be adjusted downward without
impairing the goal of the net capital
rule. These proposed amendments are a
result of this experience.

ii. Objective
The proposed amendments are
intended to better align the capital

requirements with the risks these
requirements are designed to address.

iii. Legal Basis

Pursuant to the Exchange Act and,
particularly, Sections 15 and 17 thereof,
15 U.S.C. 780 and 78q.

iv. Small Entities Subject to the Rule

Paragraph (c)(1) of Rule 0-10 238 states
that the term ““small business” or “small
organization,” when referring to a
broker-dealer, means a broker or dealer
that had total capital (net worth plus
subordinated liabilities) of less than
$500,000 on the date in the prior fiscal
year as of which its audited financial
statements were prepared pursuant to
Rule 17a-5(d); 239 and is not affiliated
with any person (other than a natural
person) that is not a small business or
small organization.

The Commission estimates that there
are approximately 915 broker-dealers
that were “small”” for the purposes Rule

23817 CFR 240.0-10(c)(1).
23917 CFR 240.17a-5(d).

0-10.240 The amendment to Appendix A
of Rule 15¢3-1 likely should have no, or
little, impact on “small” broker-dealers,
since most, if not all, of these firms do
not carry non-clearing option specialist
or market maker accounts. The
reduction of the haircut for money
market funds from 2% to 1% could
impact all “small” firms, since they may
hold these securities as part of their net
capital.

v. Reporting, Recordkeeping, and Other
Compliance Requirements

The proposed amendments would (1)
make permanent a temporary rule that
reduced the haircut for non-clearing
options specialist and market maker
accounts under Appendix A, and (2)
lower the haircut for money market
funds from 2% to 1%. As noted, we
estimate that generally only the second
proposed amendment would affect
“small” broker-dealers.

vi. Duplicative, Overlapping or
Conflicting Federal Rules

We believe that there are no federal
rules that duplicate, overlap or conflict
with the proposed amendments.

vii. Significant Alternatives

Pursuant to section 3(a) of the RFA,241
the Commission must consider certain
types of alternatives, including (1) the
establishment of differing compliance or
reporting requirements or timetables
that take into account the resources
available to small entities, (2) the
clarification, consolidation, or
simplification of compliance and
reporting requirements under the rule
for small entities, (3) the use of
performance rather than design
standards, and (4) an exemption from
coverage of the rule, or any part thereof,
for small entities.

Given the deregulatory impact of
these amendments, we do not believe it
is necessary or appropriate to establish
different compliance or reporting
requirements or timetables; clarify,
consolidate, or simplify compliance and
reporting requirements under the rule
for small entities; or exempt small
entities from coverage of the rule, or any
part thereof.

The Commission also does not believe
that it is necessary to consider whether
small entities should be permitted to
use performance rather than design
standards to comply with the proposed
amendments as the amendments already
propose performance standards and do
not dictate for entities of any size any

240 This estimate is based on FOCUS Report
filings.
2415 U.S.C. 603(c).
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particular design standards (e.g.,
technology) that must be employed to
achieve the objectives of the proposed
amendments.

viii. Request for Comments

We encourage the submission of
comments to any aspect of this portion
of the IRFA. Comments should specify
costs of compliance with the proposed
amendment and suggest alternatives
that would accomplish the objective of
the proposed amendments.

IX. Statutory Authority

The Commission is proposing
amendments to Rules 15¢3-1, 15¢3-3,
17a-3, 17a—4 and 17a—11 under the
Exchange Act pursuant to the authority
conferred by the Exchange Act,
including Sections 15, 17, 23(a) and
36.242

Text of Proposed Rule
List of Subjects in 17 CFR Part 240

Brokers, Reporting and recordkeeping
requirements, Securities.

In accordance with the foregoing, the
Commission hereby proposes that Title
17, Chapter II of the Code of Federal
Regulation be amended as follows.

PART 240—GENERAL RULES AND
REGULATIONS, SECURITIES
EXCHANGE ACT OF 1934

1. The general authority for part 240
is revised to read as follows:

Authority: 15 U.S.C. 77c, 77d, 77g, 77j,
77s,772-2,77z-3, 77eee, 77ggg, 77nnn,
77sss, 77ttt, 78c, 78d, 78e, 78f, 78g, 78i, 78j,
78]—1, 78k, 78k—-1, 781, 78m, 78n, 780, 78p,
78q, 78s, 78u-5, 78w, 78x, 781l, 78mm, 80a—
20, 80a—23, 80a—29, 80a—37, 80b—3, 80b—4
and 80b—11, and 7201 et seq.; and 18 U.S.C.
1350, unless otherwise noted.

* * * * *

2. Section 240.15c¢3-1 is amended by:

a. Revising the first sentence of the
introductory text of paragraph (a);

b. Revising paragraph (a)(1)(ii)(A);

c. Removing from paragraph
(a)(6)(iii)(A) the text “paragraph
(c)(2)(x)(A)(1) through (9) of this
section” and in its place adding the text
“Appendix A (§240.15c3-1a)”’;

d. Revising the introductory text of
paragraph (c)(2)(i);

e. Adding paragraphs (c)(2)(i)(F) and
(G);

f. Revising paragraphs (c)(2)(iv)(B),
(c)(2)(iv)(E), and (c)(2)(vi)(D)(1);

g. Adding paragraph (c)(2)(xiv) before
the undesignated heading;

h. Adding paragraph (c)(16) and an
undesignated heading;

i. Revising paragraph (e)(3)(i); and

24215 U.S.C. 780, 78q. 78w and 78mm.

j. Removing from the second sentence
in paragraph (e)(3)(ii) the text “The
hearing” and in its place adding the text
“A hearing on an order temporarily
prohibiting the withdrawal of capital”.

The revisions and additions read as
follows:

§240.15¢3—-1 Net capital requirements for
brokers or dealers.

(a) Every broker or dealer shall at all
times have and maintain net capital no
less than the greater of the highest
minimum requirement applicable to its
ratio requirement under paragraph (a)(1)
of this section, or to any of its activities
under paragraph (a)(2) of this section,
and shall otherwise not be “insolvent”
as that term is defined in paragraph
(c)(16) of this section. * * *

* * * * *

11) * * %

ii)

(A) Make the computation required by
§240.15¢3-3(e) and set forth in Exhibit
A, §240.15c3-3a, on a weekly basis;

* * * * *

(1@ =* > *
(

(C] * * %

(2) R

(i) Adjustments to net worth related to
unrealized profit or loss, deferred tax

provisions, and certain liabilities.* * *
* * * * *

(F) Adding to net worth any liability
or expense relating to the business of
the broker-dealer for which a third party
has assumed the responsibility, unless
the broker or dealer can demonstrate
that the third-party has adequate
resources independent of the broker-
dealer to pay the liability or expense.

(G) Subtracting from net worth any
contribution of capital to the broker or
dealer:

(1) Under an agreement that provides
the investor with the option to
withdraw the capital; or

(2) That is intended to be withdrawn
within a period of one year unless the
withdrawal has been approved in
writing by the Examining Authority for
the broker or dealer. Any withdrawal of
capital made within one year of its
contribution to the broker or dealer is
presumed to be subject to this

deduction.
* * * * *

(iV) * % %

(B) All unsecured advances and loans;
deficits in customers’ and non-
customers’ unsecured and partly
secured notes; deficits in omnibus credit
accounts maintained in compliance
with the requirements of 12 CFR
220.7(f) of Regulation T under the Act,
or similar accounts carried on behalf of
another broker or dealer, after
application of calls for margin, marks to

the market or other required deposits
that are outstanding 5 business days or
less; deficits in customers’ and non-
customers’ unsecured and partly
secured accounts after application of
calls for margin, marks to market or
other required deposits that are
outstanding 5 business days or less,
except deficits in cash accounts as
defined in 12 CFR 220.8 of Regulation
T under the Act for which not more
than one extension respecting a
specified securities transaction has been
requested and granted, and deducting
for securities carried in any of such
accounts the percentages specified in
paragraph (c)(2)(vi) of this section or
Appendix A, § 240.15¢3—1a; the market
value of stock loaned in excess of the
value of any collateral received
therefore; receivables arising out of free
shipments of securities (other than
mutual fund redemptions) in excess of
$5,000 per shipment and all free
shipments (other than mutual fund
redemptions) outstanding more than 7
business days, and mutual fund
redemptions outstanding more than 16
business days; and any collateral
deficiencies in secured demand notes as
defined in Appendix D, § 240.15¢3-1d;
a broker or dealer that participates in a
loan of securities by one party to
another party shall be deemed a
principal for the purpose of the
deductions required under this section,
unless the broker or dealer has fully
disclosed the identity of each party to
the other and each party has expressly
agreed in writing that the obligations of
the broker or dealer shall not include a
guarantee of performance by the other
party and that such party’s remedies in
the event of a default by the other party
shall not include a right of setoff against
obligations, if any, of the broker or
dealer.

* * * * *

(E) Other deductions. All other
unsecured receivables; all assets
doubtful of collection less any reserves
established therefore; the amount by
which the market value of securities
failed to receive outstanding longer than
thirty (30) calendar days exceeds the
contract value of such fails to receive;
the funds on deposit in a “segregated
trust account” in accordance with 17
CFR 270.27d-1 under the Investment
Company Act of 1940, but only to the
extent that the amount on deposit in
such segregated trust account exceeds
the amount of liability reserves
established and maintained for refunds
of charges required by sections 27(d)
and 27(f) of the Investment Company
Act of 1940; and cash and securities
held in a securities account at another
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broker-dealer if the other broker-dealer
does not treat the account, and the
assets therein, in compliance with
paragraphs (b)(5) and (e) of § 240.15¢3—
3; Provided, That any amounts
deposited in special reserve bank
accounts established for the exclusive
benefit of customers or PAB accounts
pursuant to § 240.15¢3-3(e) and clearing
deposits shall not be deducted.

* * * * *

(Vi) * % %

(D)(1) In the case of redeemable
securities of an investment company
registered under the Investment
Company Act of 1940, which assets
consist of cash or money market
instruments and which is described in
§ 270.2a—7 of this Chapter, the
deduction shall be 1% of the market
value of the greater of the long or short
position.

* * * * *

(xiv) Deduction from net worth for
excess deductible amounts related to
fidelity bond coverage. Deducting, with
respect to fidelity bond coverage, the
excess of any deductible amount over
the maximum deductible amount
permitted by the Examining Authority

for the broker or dealer.
* * * * *

Insolvent

(16) A broker or dealer is insolvent for
the purposes of this section if the
broker-dealer:

(i) Is the subject of any bankruptcy,
equity receivership proceeding or any
other proceeding to reorganize,
conserve, or liquidate such broker or
dealer or its property whether
commenced voluntarily or involuntarily
or is applying for the appointment or
election of a receiver, trustee, or
liquidator or similar official for such
broker or dealer or its property;

(ii) Has made a general assignment for
the benefit of creditors;

(iii) Is insolvent within the meaning
of section 101 of title 11 of the United
States Code, or is unable to meet its
obligations as they mature, and has
made an admission to such effect in
writing or in any court or before any
agency of the United States or any State;
or

(iv) Is unable to make such
computations as may be necessary to

establish compliance with this section.
* * * * *

(e) * *x %

(3)(i) Temporary restrictions on
withdrawal of net capital. The
Commission may by order restrict, for a
period of up to twenty business days,
any withdrawal by the broker-dealer of
equity capital or unsecured loan or

advance to a stockholder, partner, sole
proprietor, member, employee or
affiliate if the Commission, based on the
information available, concludes that
such withdrawal, advance or loan may
be detrimental to the financial integrity
of the broker or dealer, or may unduly
jeopardize the broker or dealer’s ability
to repay its customer claims or other
liabilities which may cause a significant
impact on the markets or expose the
customers or creditors of the broker or
dealer to loss without taking into
account the application of the Securities
Investor Protection Act of 1970.

3. Section 240.15¢3—1a is amended
by:

ya. Removing paragraph (b)(1)(iv)(B);
and

b. Redesignating paragraphs
(b)(1)(iv)(A), (b)(1)(v)(A)(2),
(b)(1)(iv)(A)(2), and (b)(1)(iv)(A)(3) as
paragraphs (b)(1)(iv), (b)(1)(iv)(A),
(b)(1)(iv)(B), and (b)(1)(iv)(C)
respectively.

4. Section 240.15c3-2 is removed and
reserved.

5. Section 240.15¢3-3 is amended by:

a. Removing from paragraph (a)(1),
third sentence, the citation ““220.19”
and in its place adding the citation
©220.127;

b. In paragraph (a)(1)(iii), revising the
phrase “(15 U.S.C. 78aaa et seq.)” to
read “(15 U.S.C. 78aaa et seq.) (SIPA)”;

c. Revising paragraphs (a)(3), (a)(4),
(a)(6), (a)(7) and (a)(8);

d. Adding paragraph (a)(16);

e. Removing from paragraph (b)(3)(iv)
the text “‘the Securities Investor
Protection Act of 1970” and in its place
adding the text “SIPA”;

f. Removing from paragraph
(b)(4)(1)(C) the text “the Securities
Investor Protection Act of 1970” and in
its place adding the text “SIPA”;

g. Adding paragraph (b)(5);

h. Removing from paragraph (c)(2) the
text “special omnibus’ and in its place
adding the text “omnibus credit” and
removing the text “section 4(b) of
Regulation T under the Act (12 CFR
220.4(b))” and in its place adding the
text “section 7(f) of Regulation T (12
CFR 220.7())”;

i. Removing the period at the end of
paragraph (d)(3) and in its place adding
“or’

j. Redesignating paragraph (d)(4) as
paragraph (d)(5);

k. Adding a new paragraph (d)(4);

1. Revising paragraphs (e) and (f);

m. Revising the first sentence in
paragraph (g);

n. Removing from the first sentence of
paragraph (i) the text “reserve bank
account” and in its place adding the text
‘“Reserve Bank Accounts”;

0. Adding paragraph (j);

p- Revising paragraph (1)(2);

g- Removing from the last sentence in
paragraph (m) the text “special
omnibus” and in its place adding the
text “omnibus credit” and removing the
text “section 4(b) of Regulation T [12
CFR 220.4(b)]” and in its place adding
“section 7(f) of Regulation T (12 CFR
220.7(f))”; and

r. Removing from the first sentence in
paragraph (n) the cite “paragraphs (d)(2)
and (3)” and its place adding the cite
“paragraphs (d)(2), (3) and (4)”.

The revisions and additions read as
follows:

§240.15¢3-3 Customer protection—
reserves and custody of securities.

(a) * * *

(3) The term fully paid securities shall
include all securities carried for the
account of a customer unless such
securities are purchased in a transaction
for which the customer has not made
full payment.

(4) The term margin securities shall
mean those securities carried for the
account of a customer in a margin
account as defined in section 4 of
Regulation T (12 CFR 220.4), as well as
securities carried in any other account
(such accounts hereinafter referred to as
“margin accounts”) other than the
securities referred to in paragraph (a)(3)

of this section.
* * * * *

(6) The term qualified security shall
mean:

(i) A security issued by the United
States or guaranteed by the United
States with respect to principal or
interest; and

(ii) A redeemable security of an
unaffiliated investment company
registered under the Investment
Company Act of 1940 and described in
§ 270.2a—7 of this chapter that:

(A) Has assets consisting solely of
cash and securities issued by the United
States or guaranteed by the United
States with respect to principal and
interest;

(B) Agrees to redeem fund shares in
cash no later than the business day
following a redemption request by a
shareholder; and

(C) Has net assets (assets net of
liabilities) equal to at least 10 times the
value of the fund shares held by the
broker-dealer in the customer reserve
account required under paragraph (e) of
this section.

(7) The term bank shall mean a bank
as defined in section 3(a)(6) of the Act
and shall also mean any building and
loan, savings and loan or similar
banking institution subject to
supervision by a Federal banking
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authority. With respect to a broker or
dealer who maintains his principal
place of business in Canada, the term
bank shall also mean a Canadian bank
subject to supervision by a Canadian
authority.

(8) The term free credit balances shall
mean liabilities of a broker or dealer to
customers which are subject to
immediate cash payment to customers
on demand, whether resulting from
sales of securities, dividends, interest,
deposits or otherwise, excluding,
however, funds in commodity accounts
which are segregated in accordance with
the Commodity Exchange Act or in a
similar manner, or which are funds
carried in a proprietary account as that
term is defined in regulations under the
Commodity Exchange Act. The term free
credit balances also shall include such
liabilities carried in a securities account
pursuant to a self-regulatory
organization portfolio margining rule
approved by the Commission under
section 19(b) of the Act (“SRO portfolio
margining rule”), including daily marks
to market, and proceeds resulting from
closing out futures contracts and
options thereon, and, in the event the
broker-dealer is the subject of a
proceeding under SIPA, the market
value as of the “filing date” as that term
is defined in SIPA (15 U.S.C. 78111(7)) of

any long options on futures contracts.
* * * * *

(16) The term PAB account means a
proprietary securities account of a
broker or dealer (which includes a
foreign broker or dealer, or a foreign
bank acting as a broker or dealer), but
shall not include an account where the
account owner is a guaranteed
subsidiary of the carrying broker or
dealer, the account owner guarantees all
liabilities and obligations of the carrying
broker or dealer, or the account is a
delivery-versus-payment account or a
receipt-versus-payment account.

by * * *

(5) A broker or dealer shall not be
required to obtain and thereafter to
maintain the physical possession or
control of securities carried for a PAB
account, provided that the broker or
dealer has obtained the written
permission of the account owner to use
the securities in the ordinary course of

its securities business.
* * * * *

(d) EE

(4) Securities included on his books
or records as a proprietary short
position or as a short position for
another person, excluding positions
covered by paragraph (m) of this
section, for more than 10 business days
(or more than 30 calendar days if the

broker or dealer is a market maker in the
securities), then the broker or dealer
shall, not later than the business day
following the day on which the
determination is made, take prompt
steps to obtain physical possession or

control of such securities.
* * * * *

(e) Special reserve bank accounts for
the exclusive benefit of customers and
PAB accounts.

(1) Every broker or dealer shall
maintain with a bank or banks at all
times when deposits are required or
hereinafter specified “Special Reserve
Bank Account for the Exclusive Benefit
of Customers” (hereinafter referred to as
the Reserve Bank Account) and a
“Special Reserve Bank Account for
Brokers and Dealers (hereinafter referred
to as the PAB Reserve Bank Account,
and together with the Reserve Bank
Account, the Reserve Bank Accounts),
each of which shall be separate from the
other and from any other bank account
of the broker or dealer. Such broker or
dealer shall at all times maintain in the
Reserve Bank Accounts, through
deposits made therein, cash and/or
qualified securities in amounts
computed in accordance with the
formula attached as Exhibit A, as
applied to customer and PAB accounts
respectively.

(2) With respect to each computation
required pursuant to paragraph (e)(1) of
this section, it shall be unlawful for any
broker or dealer to accept or use any of
the amounts under items comprising
Total Credits under the formula referred
to in paragraph (e)(1) of this section
except for the specified purposes
indicated under items comprising Total
Debits under the formula, and, to the
extent Total Credits exceed Total Debits,
at least the net amount thereof shall be
maintained in the Reserve Bank
Accounts pursuant to paragraph (e)(1) of
this section.

(3)(i) Computations necessary to
determine the amount required to be
deposited in Reserve Bank Accounts as
specified in paragraph (e)(1) of this
section shall be made weekly, as of the
close of the last business day of the
week, and the deposit so computed
shall be made no later than one hour
after the opening of banking business on
the second following business day;
provided, however, a broker or dealer
which has aggregate indebtedness not
exceeding 800 per centum of net capital
(as defined in § 240.15¢3—1 or in the
capital rules of a national securities
exchange of which it is a member and
exempt from § 240.15¢3-1 by paragraph
(b)(2) of that section) and which carries
aggregate customer funds (as defined in

paragraph (a)(10) of this section), as
computed at the last required
computation pursuant to this section,
not exceeding $1,000,000, may in the
alternative make the computation
monthly, as of the close of the last
business day of the month, and, in such
event, shall deposit not less than 105
per centum of the amount so computed
no later than one hour after the opening
of banking business on the second
following business day.

(ii) If a broker or dealer, computing on
a monthly basis, has, at the time of any
required computation, aggregate
indebtedness in excess of 800 per
centum of net capital, such broker or
dealer shall thereafter compute weekly
as aforesaid until four successive
weekly computations are made, none of
which were made at a time when his
aggregate indebtedness exceeded 800
per centum of his net capital.

(iii) Any broker or dealer that does not
carry the accounts of a “‘customer” as
defined by this section or conduct a
proprietary trading business may make
the computation to be performed with
respect to PAB accounts under
paragraph (e)(1) of this section monthly
rather than weekly. If a broker or dealer
performing the computation with
respect to PAB accounts under
paragraph (e)(1) of this section on a
monthly basis is, at the time of any
required computation, required to
deposit additional cash or qualified
securities in the PAB Special Reserve
Account, the broker or dealer shall
thereafter perform the computation
required with respect to PAB accounts
under paragraph (e)(1) of this section
weekly until four successive weekly
computations are made, none of which
is made at a time when the broker or
dealer was required to deposit
additional cash or qualified securities in
the PAB Special Reserve Account.

(iv) Computations in addition to the
computations required in this section,
may be made as of the close of any
business day, and the deposits so
computed shall be made no later than
one hour after the opening of banking
business on the second following
business day.

(v) The broker or dealer shall make
and maintain a record of each such
computation made pursuant to this
section or otherwise and preserve each
such record in accordance with
§240.17a—4.

(4) If the computation performed
under paragraph (e)(3) of this section
with respect to PAB accounts results in
a deposit requirement, the requirement
may be satisfied to the extent of any
excess debit in the computation
performed under paragraph (e)(3) of this
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section with respect to customer
accounts of the same date. However, a
deposit requirement resulting from the
computation performed under
paragraph (e)(3) of this section with
respect to customer accounts cannot be
satisfied with excess debits from the
computation performed under
paragraph (e)(3) of this section with
respect to PAB accounts.

(5) In determining whether a broker or
dealer maintains the minimum deposits
required under this section, the broker
or dealer shall exclude the total amount
of any cash deposited with a parent or
affiliate bank. The broker or dealer also
shall exclude cash deposited with a
non-parent and non-affiliated bank to
the extent that:

(i) The amount of the deposit exceeds
50% of the broker-dealer’s excess net
capital, based on the broker-dealer’s
most recently filed FOCUS report; or

(ii) The amount of the deposit exceeds
10% of the bank’s equity capital as
reported by the bank in its most recent
Call Report or Thrift Financial Report.

(f) Notification of banks. A broker or
dealer required to maintain the Reserve
Bank Accounts prescribed by this
section or who maintains a Special
Account referred to in paragraph (k) of
this section shall obtain and preserve in
accordance with §240.17a—4 a written
notification from each bank in which he
has his Reserve Bank Accounts or
Special Account that the bank was
informed that all cash and/or qualified
securities deposited therein are being
held by the bank for the exclusive
benefit of customers of the broker or
dealer (or, in the case of the PAB
Special Reserve Account, for the benefit
of brokers or dealers) in accordance
with the regulations of the Commission,
and are being kept separate from any
other accounts maintained by the broker
or dealer with the bank, and the broker
or dealer shall have a written contract
with the bank which provides that the
cash and/or qualified securities shall at
no time be used directly or indirectly as
security for a loan to the broker or
dealer by the bank and, shall be subject
to no right, charge, security interest,
lien, or claim of any kind in favor of the
bank or any person claiming through the
bank.

(g) Withdrawals from the reserve bank
accounts. A broker or dealer may make
withdrawals from his Reserve Bank
Accounts if and to the extent that at the
time of the withdrawal the amount
remaining in each Reserve Bank
Account is not less than the amount
then required by paragraph (e) of this

section. * * *
* * * * *

(j) Treatment of free credit balances.
(1) It shall be unlawful for a broker or
dealer to accept or use any free credit
balance carried for the account of any
customer of the broker or dealer unless
such broker or dealer has established
adequate procedures pursuant to which
each customer for whom a free credit
balance is carried will be given or sent,
together with or as part of the
customer’s statement of account,
whenever sent but not less frequently
than once every three months, a written
statement informing the customer of the
amount due to the customer by the
broker or dealer on the date of the
statement, and that the funds are
payable on demand of the customer.

(2) It shall be unlawful for a broker or
dealer to convert, invest, or otherwise
transfer to another account or
institution, free credit balances held in
a customer’s account except as provided
in paragraphs (j)(2)(), (ii) and (iii).

(i) A broker or dealer is permitted to
convert, invest, or otherwise transfer to
another account or institution, free
credit balances in a customer’s account
only upon a specific order,
authorization, or draft from the
customer, and only in the manner, and
under the terms and conditions,
specified in the order, authorization, or
draft.

(ii) A broker or dealer is permitted to
transfer free credit balances held in the
account of a customer opened on or
after the effective date of this paragraph
to either a money market mutual fund
product as described in § 270.2a-7 of
this chapter or an interest bearing
account at a bank without a specific
order, authorization or draft for each
such transfer, provided:

(A) The customer has previously
affirmatively consented to such
treatment of the free credit balances
after being notified of the different
general types of money market mutual
fund and bank account products in
which the broker or dealer may transfer
the free credit balances and the
applicable terms and conditions that
will apply if the broker or dealer
changes the product or type of product
in which free credit balances are
transferred;

(B) The broker or dealer provides the
customer on an ongoing basis with all
disclosures and notices regarding the
investment and deposit of free credit
balances as required by the self-
regulatory organizations for which the
broker or dealer is a member;

(C) The broker or dealer provides
notice to the customer as part of the
customer’s quarterly statement of
account that the money market mutual
funds or bank deposits to which the free

credit balances have been transferred
can be liquidated on the customer’s
demand and held as free credit
balances; and

(D) The broker or dealer provides the
customer with at least 30 calendar days
notice before the free credit balances
will begin being transferred to a
different product, different product
type, or into the same product but under
materially different terms and
conditions. The notice must describe
the new money market fund, bank
deposit type, or terms and conditions,
and how the customer can notify the
broker or dealer if the customer chooses
not to have the free credit balances
transferred to the new product or
product type, or under the new terms
and conditions.

(iii) A broker or dealer is permitted to
transfer free credit balances that are
held or will accumulate in the account
of a customer opened before the
effective date of this paragraph to either
a money market mutual fund product as
described in § 270.2a-7 of this chapter
or an interest bearing account product at
a bank without a specific order,
authorization or draft for each such
transfer, provided:

(A) The broker or dealer provides the
customer on an ongoing basis with all
disclosures and notices regarding the
investment and deposit of free credit
balances as required by the self-
regulatory organizations for which the
broker or dealer is a member;

(B) The broker or dealer provides
notice to the customer as part of the
customer’s quarterly statement of
account that the money market mutual
funds or bank deposits to which the free
credit balances have been transferred
can be liquidated on the customer’s
demand and held as free credit
balances; and

(C) The broker or dealer provides the
customer with at least 30 calendar days
notice before the free credit balances
will begin being transferred to a
different product, different product
type, or into the same product but under
materially different terms and
conditions. The notice must describe
the new money market fund, bank
deposit type, or terms and conditions,
and how the customer can notify the
broker or dealer if the customer chooses
not to have the free credit balances
transferred to the new product or
product type, or under the new terms

and conditions.
* * * * *

(1) * % %

(2) Margin securities upon full
payment by such customer to the broker
or dealer of his indebtedness to the



Federal Register/Vol. 72, No. 52/Monday, March 19, 2007/ Proposed Rules

12897

broker or dealer; and, subject to the right required to collateralize such customer’s
of the broker or dealer under Regulation indebtedness to the broker or dealer.

T (12 CFR part 220) to retain collateral * * * * *

for his own protection beyond the
requirements of Regulation T, excess
margin securities not reasonably

6. Section 240.15c¢3—-3a is revised to
read as follows:

§240.15¢3-3a Exhibit A—Formula for
determination of customer and PAB
account reserve requirements of brokers
and dealers under §240.15¢3-3.

Credits Debits
1. Free credit balances and other credit balances in customers’ security accounts. (See Note A) .......cccoecvevieviieennen. $XXX
2. Monies borrowed collateralized by securities carried for the account of customers (See Note B) .. XXX
3. Monies payable against customers’ securities loaned (See Note C) .....cc.ccecveviiiiieiieenicnceeeeen. XXX
4. Customers’ securities failed to receive (See Note D) ......cccceverieiiniiniinieeseneesee e . XXX
5. Credit balances in firm accounts which are attributable to principal sales to customers ...........ccccovviiieniiniecnnens XXX
6. Market value of stock dividends, stock splits and similar distributions receivable outstanding over 30 calendar
Lo = 7 PPN XXX | e
7. Market value of short security count difference over 30 calendar days old ...........cccocceeiiiiiiiiiiiiiini e XXX | s
8. Market value of short securities and credits (not to be offset by longs or by debits) in all suspense accounts over
L0 ez= 1 (=T g Lo F= T o - 1Y PP PSP PP UUPPPTUURPRIN XXX | ceeeeieeees
9. Market value of securities which are in transfer in excess of 40 calendar days and have not been confirmed to
be in transfer by the transfer agent or the issuer during the 40 days .........cccocoiiiiiiiiiiiiin s XXX | e
10. Debit balances in customers’ cash and margin accounts excluding unsecured accounts and accounts doubitful
Of COIIECHON. (SEE NOE E) ...ttt r e st n e sre e nesne e s e sne e s e sreesnennennnennes | sesseessesseneennes $XXX
11. Securities borrowed to effectuate short sales by customers and securities borrowed to make delivery on cus-
tomers’ securities failed 10 AEIIVET ........c.oooiiiii e e | eeesen e XXX
12. Failed to deliver of customers’ securities not older than 30 calendar days ...........ccccoceiiiiiiiiiiiine s | e XXX
13. Margin required and on deposit with the Options Clearing Corporation for all option contracts written or pur-
chased in customer and PAB accounts. (S€€ NOE F) .....ccciiiiiiiiiiiiiii et sneens | eeeireeneenneeenans XXX
14. Margin required and on deposit with a clearing agency registered with the Commission under section 17A of
the Act (15 U.S.C. 78qg-1) or a derivatives clearing organization registered with the Commodity Futures Trading
Commission under section 5b of the Commodity Exchange Act (7 U.S.C. 7a-1) related to the following types of
positions written, purchased or sold in customer accounts: (1) Security futures products and (2) futures contracts
(and options thereon) carried in a securities account pursuant to an SRO portfolio margining rule (See Note G) ... | .ccocecvevernenne. XXX
TOMAI CrEAIS ...t ae e s e e e s b e e s e e s be e sae s e sbeesae e sanesneesseesnnees | eeeseesneeeseenins | eeeeesreeseesnaeas
QLI =1 (=T o) OO PTR PSS OPRTVRP EPUPTUPPRPPTOPRTI IPTOPRVRPPP
15. Excess of total credits (sum of items 1-9) over total debits (sum of items 10—14) required to be on deposit in
the “Reserve Bank Account” (§240.15¢3-3(c)). If the computation is made monthly as permitted by this section,
the deposit shall be not less than 105% of the excess of total credits over total debits ...........cccooiiiiiiiiiiiiii | i XXX

Notes Regarding the Customer Reserve
Computation

Note A. Item 1 shall include all
outstanding drafts payable to customers
which have been applied against free credit
balances or other credit balances and shall
also include checks drawn in excess of bank
balances per the records of the broker or
dealer.

Note B. Item 2 shall include the amount of
options-related or security futures product-
related Letters of Credit obtained by a
member of a registered clearing agency or a
derivatives clearing organization which are
collateralized by customers’ securities, to the
extent of the member’s margin requirement at
the registered clearing agency or derivatives
clearing organization. Item 2 shall also
include the amount of such Letters of Credit
related to other futures contracts (and options
thereon) carried in a securities account
pursuant to an SRO portfolio margining rule.

Note C. Item 3 shall include in addition to
monies payable against customers’ securities
loaned the amount by which the market
value of securities loaned exceeds the
collateral value received from the lending of
such securities.

Note D. Item 4 shall include in addition to
customers’ securities failed to receive the

amount by which the market value of
securities failed to receive and outstanding
more than thirty (30) calendar days exceeds
their contract value.

Note E. (1) Debit balances in margin
accounts shall be reduced by the amount by
which a specific security (other than an
exempted security) which is collateral for
margin accounts exceeds in aggregate value
15 percent of all securities which
collateralize all margin accounts receivable;
provided, however, the required reduction
shall not be in excess of the amounts of the
debit balance required to be excluded
because of this concentration rule. A
specified security is deemed to be collateral
for a margin account only to the extent it
represents in value not more than 140
percent of the customer debit balance in a
margin account.

(2) Debit balances in special omnibus
accounts, maintained in compliance with the
requirements of Section 7(f) of Regulation T
(12 CFR 220.7(f)) or similar accounts carried
on behalf of another broker or dealer, shall
be reduced by any deficits in such accounts
(or if a credit, such credit shall be increased)
less any calls for margin, mark to the market,
or other required deposits which are
outstanding 5 business days or less.

(3) Debit balances in customers’ cash and
margin accounts included in the formula

under Item 10 shall be reduced by an amount
equal to 1 percent of their aggregate value.

(4) Debit balances in cash and margin
accounts of household members and other
persons related to principals of a broker or
dealer and debit balances in cash and margin
accounts of affiliated persons of a broker or
dealer shall be excluded from the Reserve
Formula, unless the broker or dealer can
demonstrate that such debit balances are
directly related to credit items in the formula.

(5) Debit balances in margin accounts
(other than omnibus accounts) shall be
reduced by the amount by which any single
customer’s debit balance exceeds 25% (to the
extent such amount is greater than $50,000)
of the broker-dealer’s tentative net capital
(i.e., net capital prior to securities haircuts)
unless the broker or dealer can demonstrate
that the debit balance is directly related to
credit items in the Reserve Formula. Related
accounts (e.g., the separate accounts of an
individual, accounts under common control
or subject to cross guarantees) shall be
deemed to be a single customer’s accounts for
purposes of this provision.

If the registered national securities
exchange or the registered national securities
association having responsibility for
examining the broker or dealer (‘“designated
examining authority”) is satisfied, after



12898

Federal Register/Vol. 72, No. 52/Monday, March 19, 2007/ Proposed Rules

taking into account the circumstances of the
concentrated account including the quality,
diversity, and marketability of the collateral
securing the debit balances of margin
accounts subject to this provision, that the
concentration of debit balances is
appropriate, then such designated examining
authority may grant a partial or plenary
exception from this provision. The debit
balance may be included in the reserve
formula computation for five business days
from the day the request is made.

(6) Debit balances of joint accounts,
custodian accounts, participation in hedge
funds or limited partnerships or similar type
accounts or arrangements of a person who
would be excluded from the definition of
customer (“noncustomer”’) with persons
included in the definition of customer shall
be included in the Reserve Formula in the
following manner: if the percentage
ownership of the non-customer is less than
5 percent then the entire debit balance shall
be included in the formula; if such
percentage ownership is between 5 percent
and 50 percent then the portion of the debit
balance attributable to the non-customer
shall be excluded from the formula unless
the broker or dealer can demonstrate that the
debit balance is directly related to credit
items in the formula; or if such percentage
ownership is greater that 50 percent, then the
entire debit balance shall be excluded from
the formula unless the broker or dealer can
demonstrate that the debit balance is directly
related to credit items in the formula.

Note F. Item 13 shall include the amount
of margin deposited with the Options
Clearing Corporation to the extent such
margin is represented by cash, proprietary
qualified securities and letters of credit
collateralized by customers’ securities.

Note G. (a) Item 14 shall include the
amount of margin required and on deposit
with a clearing agency registered with the
Commission under section 17A of the Act (15
U.S.C. 78g-1) or a derivatives clearing
organization registered with the Commodity
Futures Trading Commission under section
5b of the Commodity Exchange Act (7 U.S.C.
7a—1) for customer accounts to the extent that
the margin is represented by cash,
proprietary qualified securities, and letters of
credit collateralized by customers’ securities.

(b) Item 14 shall apply only if the
broker or dealer has the margin related
to security futures products or futures
(and options thereon) carried in a
securities account pursuant to an
approved SRO portfolio margining
program on deposit with:

(1) A registered clearing agency or
derivatives clearing organization that:

(i) Maintains the highest investment-
grade rating from a nationally
recognized statistical rating
organization; or

(ii) Maintains security deposits from
clearing members in connection with
regulated options or futures transactions
and assessment power over member
firms that equal a combined total of at

least $2 billion, at least $500 million of
which must be in the form of security
deposits. For the purposes of this Note
G, the term “‘security deposits” refers to
a general fund, other than margin
deposits or their equivalent, that
consists of cash or securities held by a
registered clearing agency or derivative
clearing organization; or

(iii) Maintains at least $3 billion in
margin deposits; or

(iv) Does not meet the requirements of
paragraphs (b)(1)(i) through (b)(1)(iii) of
this Note G, if the Commission has
determined, upon a written request for
exemption by or for the benefit of the
broker or dealer, that the broker or
dealer may utilize such a registered
clearing agency or derivatives clearing
organization. The Commission may, in
its sole discretion, grant such an
exemption subject to such conditions as
are appropriate under the
circumstances, if the Commission
determines that such conditional or
unconditional exemption is necessary or
appropriate in the public interest, and is
consistent with the protection of
investors; and

(2) A registered clearing agency or
derivatives clearing organization that, if
it holds funds or securities deposited as
margin for security futures products or
portfolio margin account futures in a
bank, as defined in section 3(a)(6) of the
Act (15 U.S.C. 78c(a)(6)), obtains and
preserves written notification from the
bank at which it holds such funds and
securities or at which such funds and
securities are held on its behalf. The
written notification shall state that all
funds and/or securities deposited with
the bank as margin (including customer
security futures products and portfolio
margin account futures margin), or held
by the bank and pledged to such
registered clearing agency or derivatives
clearing agency as margin, are being
held by the bank for the exclusive
benefit of clearing members of the
registered clearing agency or derivatives
clearing organization (subject to the
interest of such registered clearing
agency or derivatives clearing
organization therein), and are being kept
separate from any other accounts
maintained by the registered clearing
agency or derivatives clearing
organization with the bank. The written
notification also shall provide that such
funds and/or securities shall at no time
be used directly or indirectly as security
for a loan to the registered clearing
agency or derivatives clearing
organization by the bank, and shall be
subject to no right, charge, security
interest, lien, or claim of any kind in
favor of the bank or any person claiming
through the bank. This provision,

however, shall not prohibit a registered
clearing agency or derivatives clearing
organization from pledging customer
funds or securities as collateral to a
bank for any purpose that the rules of
the Commission or the registered
clearing agency or derivatives clearing
organization otherwise permit; and

(3) A registered clearing agency or
derivatives clearing organization
establishes, documents, and maintains:

(i) Safeguards in the handling,
transfer, and delivery of cash and
securities;

(i) Fidelity bond coverage for its
employees and agents who handle
customer funds or securities. In the case
of agents of a registered clearing agency
or derivatives clearing organization, the
agent may provide the fidelity bond
coverage; and

(iii) Provisions for periodic
examination by independent public
accountants; and

(iv) A derivatives clearing
organization that, if it is not otherwise
registered with the Commission, has
provided the Commission with a written
undertaking, in a form acceptable to the
Commission, executed by a duly
authorized person at the derivatives
clearing organization, to the effect that,
with respect to the clearance and
settlement of the customer securities
futures products and portfolio margin
account futures of the broker or dealer,
the derivatives clearing organization
will permit the Commission to examine
the books and records of the derivatives
clearing organization for compliance
with the requirements set forth in
§ 240.15¢3-3a, Note G (b)(1) through (3).

(c) Item 14 shall apply only if a broker
or dealer determines, at least annually,
that the registered clearing agency or
derivatives clearing organization with
which the broker or dealer has on
deposit margin related to securities
future products or portfolio margin
account futures meets the conditions of
this Note G.

Notes Regarding the PAB Reserve
Computation

Note 1. Broker-dealers should use the
formula in Exhibit A for the purposes of
computing the PAB reserve requirement
substituting the term “‘brokers or dealers” for
the term “customers.”

Note 2. Any credit (including a credit
applied to reduce a debit) that is included in
the computation required by § 240.15¢3-3
with respect to customer accounts (the
“customer reserve computation’’) may not be
included as a credit in the computation
required by § 240.15¢3-3 with respect to PAB
accounts (the “PAB reserve computation”).
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Note 3. Note E(1) to § 240.15¢c3—3a shall not
apply to the PAB reserve computation.

Note 4. Note E(3) to § 240.15¢3—3a which
reduces debit balances by 1% shall not apply
to the PAB reserve computation.

Note 5. Commissions receivable and other
receivables of another broker or dealer from
the broker or dealer (excluding clearing
deposits) that are otherwise allowable assets
under § 240.15¢3—1 shall not be included in
the PAB reserve computation, provided the
amounts have been clearly identified as
receivables on the books and records of the
other broker or dealer and as payables on the
books of the broker or dealer. Commissions
receivable and other receivables of another
broker or dealer from the broker or dealer
that are otherwise non-allowable assets under
§240.15c3-1 and clearing deposits of another
broker or dealer may be included as “credit
balances” for purposes of the PAB reserve
computation, provided the commissions
receivable and other receivables are subject
to immediate cash payment to the other
broker or dealer and the clearing deposit is
subject to payment within 30 days.

Note 6. Credits included in the PAB
reserve computation that result from the use
of securities held for a PAB account (“PAB
securities”) that are pledged to meet intra-
day margin calls in a cross-margin account
established between The Options Clearing
Corporation and any regulated commodity
exchange may be reduced to the extent that
the excess margin held by the other clearing
corporation in the cross-margin relationship
is used the following business day to replace
the PAB securities that were previously
pledged. In addition, balances resulting from
a portfolio margin account that are segregated
pursuant to Commodity Futures Trading
Commission regulations need not be
included in the PAB reserve computation.

Note 7. Deposits received prior to a
transaction pending settlement which are $5
million or greater for any single transaction
or $10 million in aggregate may be excluded
as credits from the PAB reserve computation
if such balances are placed and maintained
in a separate PAB Reserve Account by 12
noon Eastern Time on the following business
day. Thereafter, the money representing any
such deposits may be withdrawn to complete
the related transactions without performing a
new PAB reserve computation.

Note 8. A credit balance resulting from a
PAB reserve computation may be reduced by
the amount that items representing such
credits are swept into money market funds or
mutual funds of an investment company
registered under the Investment Company
Act of 1940 on or prior to 10 a.m. Eastern
Time on the deposit date provided that the
credits swept into any such fund are not
subject to any right, charge, security interest,
lien, or claim of any kind in favor of the

investment company or the broker or dealer.
Any credits that have been swept into money
market funds or mutual funds must be
maintained in the name of a particular broker
or for the benefit of another broker.

Note 9. Clearing deposits required to be
maintained at registered clearing agencies
may be included as debits in the PAB reserve
computation to the extent the percentage of
the deposit, which is based upon the clearing
agency’s aggregate deposit requirements (e.g.,
dollar trading volume), that relates to the
proprietary business of other brokers and
dealers can be identified.

Note 10. A broker or dealer that clears PAB
accounts through an affiliate or third party
clearing broker must include these PAB
account balances and the omnibus PAB
account balance in its PAB reserve
computation.

7. Section 240.17a-3 is amended by
adding paragraph (a)(23) and to read as
follows:

§240.17a-3 Records to be made by certain
exchange members, brokers and dealers.

(El] * % %

(23) A record documenting the
internal risk management controls
established and maintained by the
member, broker or dealer to assist it in
analyzing and managing the risks
associated with its business activities,
Provided, That the records required by
this paragraph (a)(23) need only be
made if the member, broker or dealer
has more than:

(i) $1,000,000 in aggregate credit
items as computed under § 240.15¢3-3a;
or

(ii) $20,000,000 in capital, which
includes debt subordinated in
accordance with § 240.15¢3-1d.

* * * * *

8. Section 240.17a—4 is amended by:

a. Removing from paragraph (b)(1) the
citation “§ 240.17a-3(f)” and its place
adding the citation ““§ 240.17a-3(g)"’;

b. Removing from paragraph (b)(9) the
citation ““§ 240.15¢3-3(d)(4)” and in its
place adding the citation “‘§ 240.15c3—
3(d)(5)”’; and

c. Adding paragraph (e)(9).

The addition reads as follows:

§240.17a-4 Records to be preserved by
certain exchange members, brokers and
dealers.

* * * * *

(e] R

(9) All records required pursuant to
paragraph (a)(23) of § 240.17a—-3 until
three years after the termination of the

use of the system of controls or

procedures documented therein.
* * * * *

9. Section 240.17a—11 is amended by:

a. Revising the first sentence of
paragraph (b)(1);

b. Removing from the introductory
text of paragraph (c) the text “or (c)(4)”
and in its place adding the text “(c)(4)
or (c)(5)”; and

c. Adding paragraph (c)(5).

The revision and addition read as
follows:

§240.17a-11 Notification provisions for
brokers and dealers.
* * * * *

(b)(1) Every broker or dealer whose
net capital declines below the minimum
amount required pursuant to
§240.15¢3-1, or is insolvent as that
term is defined in paragraph (c)(16) of
§ 240.15c¢3-1, shall give notice of such
deficiency that same day in accordance
with paragraph (g) of this section. * * *
* * * * *

(C) * % %

(5) If a computation made by a broker
or dealer pursuant to § 240.15c¢3-1
shows that the total amount of money
payable against all securities loaned or
subject to a repurchase agreement or the
total contract value of all securities
borrowed or subject to a reverse
repurchase agreement is in excess of
2500 percent of its tentative net capital;
provided, however, that for purposes of
this leverage test transactions involving
government securities, as defined in
section 3(a)(42) of the Act (15 U.S.C.
78c(a)(42), shall be excluded from the
calculation; provided further, however,
that a broker or dealer shall not be
required to send the notice required by
this paragraph if it submits a monthly
report of its securities lending and
borrowing and repurchase and reverse
repurchase activity (including the total
amount of money payable against
securities loaned or subject to a
repurchase agreement and the total
contract value of securities borrowed or
subject to a reverse repurchase
agreement) to its designated examining
authority.

* * * * *

By the Commission.
Dated: March 9, 2007.
Nancy M. Morris,
Secretary.
[FR Doc. E7—4693 Filed 3—16—07; 8:45 am]
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